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Ps, through a grantor trust, entered into an
O fshore Portfolio Investnent Strategy (OPIS)
transaction through KPM5 an accounting firm Through
direct and indirect interests in UBS stock, they
created a $45 mllion loss. Ps clained the |oss for
tax purposes but did not, in fact or substance, incur a
$45 mllion loss. Ps were pursued by KPMG when KPMG
becane aware that Ps woul d have a substantial capital
gain. KPMG issued an opinion, after the fact, that the
$45 mllion capital loss would “nore likely than not”
be uphel d.

1. Held: the OPIS transaction is disregarded
under the econom ¢ substance doctri ne.

2. Held, further, Ps are liable for accuracy-
rel ated penalties for gross valuation m sstatenments and
negl i gence under sec. 6662(a), |I.R C
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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determ ned deficiencies in and
penalties with respect to petitioners’ Federal incone taxes for

1998, 1999 and 2002 (years at issue) as follows:

Penal ti es
Year Defi ci ency Sec. 6662(b) Sec. 6662(h)
1998 $9, 414, 861 $1, 948 $3, 762, 048
1999 16, 298, 672 2,954 6, 513, 560
2002 18, 737 3,747 - 0-

The parties have resolved a nunber of issues in their stipulation
of settled issues. In addition, the Court dismssed for |ack of
jurisdiction those portions of the deficiencies and penalties
pertaining to petitioners’ Bond Leveraged |Investnment Portfolio
Strategy (BLIPS) transaction. Accordingly, the parties wll need
to prepare a Rul e 155' conputati on.

This Court has not previously considered an O fshore

Portfolio Investnment Strategy (OPIS) transaction. The question

Al section references are to the Internal Revenue Code
(Code) for the years at issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
indicated. Al nonetary amounts are rounded to the nearest
dol | ar.
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before us is whether petitioners are entitled to deduct certain
capital losses clained fromtheir participation in the OPI'S
transaction. W hold that they are not because the transaction
| acks econom c substance. W nust al so deci de whet her
petitioners are |liable for gross valuation m sstatenent penalties
and negligence penalties under section 6662(a). W hold they are
liable for the penalties.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
i ncorporate the stipulation of facts and docunents, the second
stipulation of facts and docunments, the third stipulation of
docunents and the acconpanying exhibits by this reference.
Petitioners resided in Jackson, Wom ng when they filed the
petition.

|. Petitioners’' Background

Scott Blum (M. Blum and Audrey Blum (Ms. Blunm were
married in the md-1990s and have twin children. M. Blum the
only adopted child of an engi neer and a secretary, was an
entrepreneurial child and prone to selling his toys. After
parking cars for a hotel and selling wonen’s shoes, he started
his first conpany when he was 19 years old to sell conputer
menory products. He sold that conpany two years |ater for over
$2 million. During the sanme year, at the age of 21, M. Blum
started Pinnacle Mcro, Inc. (Pinnacle) with his parents. M.

Blum and his parents ran Pinnacle for nine years, including when
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it was a public conpany. M. Blumentered into an Internet-based
busi ness after |eaving Pinnacle.

M. Blum founded Buy.com an online retailer, in 1997, and
it set arecord for being the fastest growi ng conpany in United
States history during its first year of operation. |In 1998 M.
Blumsold a minority interest in Buy.comstock for a total of $45
mllion. The sales conprised a $5 nmillion stock sale in August
and a $40 mllion stock sale at the end of Septenber. Hi s basis
in the stock was zero, and in response to the potential gain M.
Blumentered into a $45 mllion OPI S transacti on during 1998,
creating a capital |loss of approximately $45 million. The OPIS
transacti on was created, managed and pronoted by M. Blunis
accounting firm

M. Blum a savvy busi nessman, has relied on advisers
i ncl udi ng accountants, attorneys and investnent counselors. He
never prepared his own tax return. W wll introduce the
participants in the OPIS transaction and the entities used to set
up the transaction before describing the arrangenent.

1. The Participants

A. The Bl um Trust

M. Blumcreated the Scott A Blum Separate Property Trust
(Blum Trust) in 1995 as a grantor trust. A grantor trust is
di sregarded as an entity for Federal incone tax purposes. The

Bl um Trust was established near the time of M. Blunis marriage
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for famly financial planning purposes to address the possibility
of a divorce and its effect upon his corporate businesses. The
Bl um Trust normally held stock in M. Blunmis start-up conpani es
and has held other investnents through stock brokerage firns.

B. KPMG

Petitioners’ accountant, KPMG Peat Marwi ck LLP (KPM3,? a
“Big Four” tax and accounting firm prepared their individual tax
returns. KPMG al so represented petitioners in a Federal incone
tax audit, and M. Blum hired KPM5 enpl oyees to work for him as
hi s busi ness enpl oyees.

KPM5 is a nmenber firmof KPMG International, a Sw ss
cooperative, of which all KPMG firns worl dw de are nenbers. At
all relevant tinmes, KPMG was one of the |argest accounting firns
in the world, providing services to many of the |argest
corporations worldw de. KPMG provided tax services to corporate
and individual clients, including preparing tax returns,
provi ding tax planning and tax advice and representing clients
before the Internal Revenue Service and the U S. Tax Court.

In 1998 KPMG was pronoting a transaction commonly referred
to as OPIS. KPMS s capital transaction group sought clients with
| arge capital gains (above a certain dollar threshold) for the

OPI S transaction. Brent Law (M. Law) referred petitioners to

2The firm s nanme was | ater reduced by renobving “Peat
Marw ck.”
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KPMSG s capital transaction group. M. Law had represented
petitioners in their audit and had prepared their tax returns.
M. Law knew that M. Blum had potential capital gains fromsales
of Buy.com stock. He therefore suggested to M. Blum s financi al
adviser (M. WIllians) that they contact KPM5 s capital
transaction group to structure M. Blunm s stock sales. Days
later, M. Blumor M. WIlIlians contacted M. Law and asked to be
introduced to Carl Hasting (M. Hasting) of KPMG s capital
transacti on group.

M. Hasting explained the OPIS transaction to M. Blum
wi thout providing any witten materials. Despite the nmagnitude
of the investnent, M. Blumdid not personally perform an
econom ¢ analysis of the transaction or consult with his
i nvest ment advi sers about the transaction. He sinply inquired
into KPM5 s reputation. On the basis of two hour-1long neetings
wth M. Hasting and without a witten prospectus or other
docunentation, M. Blumdecided to participate in the OPIS
transacti on.

M. Blum on his own behalf and on behalf of the Bl um Trust,
signed an engagenent letter in Septenber 1998 (KPMG engagenent
letter). M. Blumsigned the KPMG engagenent |etter only four
days before he signed a stock purchase agreenment to sell $40
mllion of Buy.comshares. Pursuant to the KPMG engagenent

letter, M. Blumand the Blum Trust retai ned KPM5 to provide
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advice on the OPIS transaction. KPMS agreed to provide a tax
opinion letter to M. Blumfor the OPIS transaction, but only if
requested. Upon such request, the opinion letter would rely on
“appropriate” facts and representations, and state that the tax
treatnment described in the opinion would “nore likely than not”
be upheld. KPMS specified, in the KPMG engagenent |etter, that
its fees were based on the conplexity of its role and the val ue
of the services provided, rather than time spent. KPMG s m ni mum
fee was to be $687,500, with an additional amount to be agreed on
by the parties.

Except for a call fromM. Hasting to M. Blum about a nonth
into the OPIS transaction, M. Blumdid not track or nonitor the
transaction. He was generally unfamliar with the entities
involved in his OPIS transaction, other than KPMs and UBS AG
(UBS), and | acked even a generalized know edge about the assets
involved in the deal

C. Foreign Special Purpose Entities

Three foreign entities were fornmed to inplenment M. Blums
OPI S transaction, although he was not famliar with them
Alfaside Limted (Al faside) was incorporated in the Isle of Mann
on Septenber 28, 1998. Four days |ater, Benzinger GP, Inc.

(Benzi nger GP) was incorporated as a Cayman |slands exenpted



- 8-
conpany.® The follow ng day, Alfaside acquired 100- percent
ownership of Benzinger GP and formed a Cayman Islands limted
partnership with Benzinger GP called Benzinger Investors, L.P
(Benzinger LP).4 Petitioners and KPMG i ntended that Benzi nger GP
and Benzi nger LP would both be corporations for U S. Federal
income tax purposes.® The followi ng diagramillustrates the

ownership structure of the three foreign entities:

A Cayman |slands exenpted conpany is a comon choice for
U S. practitioners creating a foreign entity. An exenpted
conpany’s operation is conducted mainly outside the Cayman
| sl ands. A 20-year exenption fromtaxation in the Cayman | sl ands
is typically applied for.

“Benzinger LP filed a Form SS-4, Application for Enployer
| dentification Nunber. It received a notification of its U S.
Federal tax identification nunber on Dec. 22, 1998.

SPetitioners and KPMG took the position that Benzinger GP
defaulted to corporate treatnment but also filed a protective
check-the-box el ection on Form 8832, Entity C assification
El ection, electing corporate treatnent. See sec.

301. 7701-3(b)(2), (c)(1)(i), Proced. & Adm n. Regs. Benzinger LP
did not default to corporate treatnent, but petitioners and KPMG
took the position that it was eligible to elect its
classification and also filed a Form 8832 el ecting corporate
treatnent for Benzinger LP. See sec. 301.7701-3(a), (b)(2),
(c)(1) (i), Proced. & Adm n. Regs.
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D. QA I nvestments

A few days later, the Blum Trust retai ned QA Investnents,
LLC (QA) to serve as its investnent adviser for the OPIS
transaction.® M. Blumwas not famliar with QA and had never
spoken with anyone at QA when his grantor trust retained QA s
services. Nevertheless, the investnent advisory agreenent (Bl um
Trust advisory agreenent) between the Blum Trust and QA gave QA
substantial discretionary authority with respect to specified
funds owned by the Blum Trust, subject to the investnent

objectives. The Blum Trust’s investnent objectives specified an

Quadra Capital Managenent, L.P., d.b.a. QA Investnents, was
a financial boutique providing asset managenent, financi al
advi ce, brokerage activities and tax planning services.
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intent to acquire approxi mtely $2, 250,000 of UBS commobn st ock
and the right to instruct QA to purchase or sell put or cal
options on UBS common stock. The stated investnent objectives
al so included an International Swaps and Derivatives Associ ation
(1 SDA) swap agreenent with respect to UBS and a privately
negotiated call option related to the UBS stock price.” The Bl um
Trust agreed to pay QA a $135,000 fee within 30 days of the
execution of the Blum Trust advisory agreenent. The Bl um Trust
paid the fee in Cctober 1998.

Benzi nger LP also retained QA to serve as its investnent
advi ser regarding the OPIS transaction pursuant to an investnent
advi sory agreenent (Benzinger LP advisory agreenent). The
Benzi nger LP advisory agreenment gave QA certain discretionary
authority to inplenment an investnent strategy based on certain
expectations about UBS stock. The initial account value to be
i nvested was $3, 015,000 and the strategy contenpl ated a $45

mllion notional account value.® QA was to hedge the notiona

'I'SDA is a trade organi zation of participants in the narket
for over-the-counter derivatives. |SDA has created a
standardi zed contract, the | SDA master agreenent, which functions
as an unbrella agreenent and governs all swaps between the
parties to the | SDA master agreenent. See generally K3C Inc. v.
Bank of Am, N. A , 204 Fed. Appx. 455, 459 (5th Cr. 2006).

8 n this context, notional account value refers to the total
val ue of a |l everaged position. The investnent strategy was to be
initiated through the purchase of UBS securities with a $45
mllion market value by securing financing or |everage through a
vari ety of possible neans including borrow ng, margin,

(continued. . .)
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account value by witing in-the-noney covered call options or
purchasing long significantly out-of-the-noney put options.® QA
bill ed Benzinger LP $562,500, calcul ated as a percentage of the
notional account value, in Decenber 1998.

E. UBS

Uni on Bank of Switzerland nmerged with Swi ss Bank Corporation
(SBC) in md-1998, a year at issue, to formthe entity now known
as UBS. QA first introduced UBS dobal Equity Derivatives group
to the OPIS transaction. KPMG subsequently provi ded additi onal
i nformation about the transaction to UBS. A UBS officer
estimated that UBS profit for each OPIS transaction would be 2.5
percent to 3 percent of the notional anount of the transaction.

The price of UBS stock rose over 48 percent during the

course of petitioners’ OPIS transaction.

8. ..continued)
derivatives and other investnent techniques.

Options are often referred to as being “at-the-noney,” “in-
t he-noney,” or “out-of-the-noney.” An option that is “at-the-
noney” has its strike price equal to the market price of the
underlying asset. An option is “in-the-noney” when the option’s
strike price is less than the current market price of the
underlying asset. |If the value of the underlying asset is
greater than the exercise price for a call option or less than
the exercise price for a put option, that option is said to be
“in-the-noney.” In this case, it is advantageous to the owner of
the option to exercise his or her right under the option as
opposed to acquiring or selling such assets in the stock market.
An option is “out-of-the-noney” when it would be di sadvant ageous
to exercise the option, as opposed to acquiring or selling the
assets in the stock market.
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[11. The Transaction

Havi ng i ntroduced the participants, we now delve into the
operation of petitioners’ OPIS transaction. W explain the
different transactions and steps that nake up the | arger whole.

A. Step 1: The Blum Trust Purchases UBS Stock and GP Cal
Option; Enters into Equity Swap

M. Blumw red $2,250,000 to the Blum Trust’s Pali Capita
LLC (Pali) brokerage account (Pali account) on Cctober 2, 1998,
as contenplated in the Blum Trust advisory agreenent. The sane
day, the Blum Trust used nearly all of those funds to purchase
10, 469 shares of UBS stock.

M. Blumalso wired $3, 015,000 to SBC as paynment fromthe
Blum Trust to Alfaside for (1) the first two fixed paynents under
an equity swap agreenent (equity swap) and (2) the prem um under
a call option (GP call option). The equity swap was an agreenent
bet ween the Blum Trust and Al faside. Under the equity swap, the
Bl um Trust woul d pay Al faside two fixed paynents on specified
paynment dates. After the term nation date, Al faside was to pay
the Bl um Trust an amount in Swiss francs (CHF) to be cal cul ated
based on the price of UBS commpn stock as of that date.
Petitioners and KPMG t heorized that the parties were not required

to withhold U S. tax under the equity swap.

KPMG opi ned that the equity swap woul d nost appropriately
be characterized for tax purposes as a notional principal
contract. |If that were the case, paynents woul d be sourced by

(continued. . .)
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The Bl um Trust purchased the GP call option from Al faside
for $112,500. Pursuant to the GP call option, the Bl um Trust
could require Alfaside to either (1) sell its half of the stock
of Benzinger GP for $229,500 or (2) pay a cash settlenent price
cal cul ated from Benzinger G s net asset value. The Bl um Trust
had a period of less than two nonths in which it could exercise
its option.

B. Step 2: Benzi nger LP Purchases UBS Stock:; Constructs
Col | ar

In the second step, Benzinger LP entered into a del ayed
settlenment agreenent with UBS on October 16, 1998 to purchase
163,980 shares of UBS stock for $45 million. Benzinger LP
treated the transaction for tax purposes as a stock purchase as
of that date. It was, however, not required to pay for the stock
and UBS was not required to deliver the stock until Novenber 27
1998. Benzinger LP' s purported $45 mllion basis in the 163, 980
shares would allegedly shift to the Blum Trust and therefore to
petitioners on Novenber 27 under step 3 bel ow

Al so on Cctober 16, Benzinger LP and UBS used put and cal

options to construct a collar on the 163,980 UBS shares. !

10, .. conti nued)
the residence of the taxpayer and therefore exenpt from
wi t hhol di ng. See sec. 1441; sec. 1.863-7(b), Incone Tax Regs.

“A collar is an option strategy that limts the possible
positive or negative returns on an underlying investnent to a
specific range. Generally, in an option collar transaction, an

(continued. . .)
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Benzi nger LP purchased 163,980 put options!? from UBS and sol d
147,582 call options'* to UBS. Pursuant to their terns, the
options could be exercised only on their Novenber 27, 1998
expiration date, and any options that were in-the-noney on that
expiration date would be automatically exercised.

The call options had a range option feature that required
UBS to pay Benzinger LP certain anounts if the price of UBS stock
achi eved certain |evels on specified days (RECAP feature). On
t he same day Benzinger LP and UBS entered into the options,
however, the price of the UBS stock cl osed bel ow the specified
| evel. The stock’s closing below the specified | evel elimnated
or term nated the RECAP feature before any paynents cane due
under it. The share price drop also reset the strike price on
the call options to 90 percent, the same as the strike price on
t he put options.

The cost of the UBS call options was alnmost CHF 3 million

nore than the cost of the Benzinger LP put options. Benzinger LP

(... continued)
i nvestor purchases a put option and sells a call option.

2I'n industry parlance, these put options are plain-vanilla
90- percent put options.

B3These options represent 90 percent of the total nunber of
opti ons.

YI'n industry parlance and as partially described bel ow,
these call options could be considered 95-percent call options
with barrier and reset and enbedded range options.
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was required to deposit that difference with UBS as part of the
security for the stock purchase. The renainder of the security
posted with UBS consisted of the $3,015,000 that the Bl um Trust
paid for the equity swap and the GP call option, converted into
CHF. 1°

In sum Benzinger LP purported to purchase $45 mllion worth
of UBS stock on October 16, 1998, but paid no noney, received no
stock and entered into transactions that would cause it to never
receive at |east 90 percent of the stock.

QA subsequently sent UBS a docunent denom nated “trade
ticket” that ensured Benzinger LP would not receive the other 10
percent of the stock. The trade ticket ordered UBS to
si mul t aneously redeem any UBS shares held by Benzinger LP on
Novenber 27, 1998 after the call or put options were exercised.

C. Step 3: UBS Redeens the 163,980 Shares While the Bl um
Trust Purchases 163,980 Call Options

In the third step, UBS redeened the 163,980 shares that
Benzi nger LP had acquired that day pursuant to the del ayed
settlenment. This was primarily conpleted through automatic
exercise of the call options, which were in-the-noney on Novenber

27, 1998. 1

5CHF 6, 880, 935 was deposited with UBS, conposed of CHF
2,913,195 net anmount fromthe put and call options and CHF
3,967, 740 (exchanged from $3, 015, 000).

¥The put options were out-of-the nbney on that date and
(continued. . .)
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Pursuant to the trade ticket, UBS redeened the remaining
16, 398 shares that were not included in the call options on the

sane day. The cunulative result of these transactions was as

fol | ows:
Transaction | nf ormati on CHF
Step 2 transactions 163, 980 shares -4,622, 760
(del ayed settl enent,
collar) and UBS
redenption
Deposit fromthe Bl um $3, 105, 000 converted to 3,967, 740
Trust CHF
I nterest on coll ateral 6, 984
Net prem um due 2,913,195
Benzi nger LP on
col | ar
Tot al Due to Benzinger LP from 2, 265, 159
UBS

The total due from UBS to Benzinger LP, CHF 2,265, 159, was
converted to $1, 660,065 and paid on Decenber 8, 1998.

At the sanme tine that UBS redeened the 163,980 shares, the
Bl um Trust purportedly purchased 163, 980 out-of -t he-noney cal
options on UBS stock (OIM call options). The OIMcall options
were 16.5 percent out-of-the-noney. They cost $675, 000 and

expired a nonth [ater on Decenber 28, 1998.

18(, .. conti nued)
therefore expired worthless. See supra note 9 for an expl anation
of in-the-noney and out-of-the-noney options. See infra note 17
for an explanation of expiring worthless.
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D. Step 4: d osing Cut

M. Blumthen closed out the OPIS transaction. The Bl um
Trust’s 163,980 call options were left to expire worthless on
Decenber 28, 1998.1" On the sane day, the Blum Trust al so sold
10, 469 shares of UBS stock that had been purchased | ess than
three nonths before. |In early January 1999 the Bl um Trust
purportedly received fromAl faside (1) $368,694 for cash settling
the GP call option and (2) approxinately $1.6 mllion pursuant to
the equity swap.

E. The Net Resul't

At the conclusion of this convoluted and contrived series of
transactions, the net cost of the OPIS transaction to M. Blum
was approximately $1.5 million. For that cost, the OPIS
transaction yielded over $45 million in capital |osses to offset
capital gains on tax returns petitioners filed. The follow ng

di agram depicts the cunul ati ve transacti on:

"Opti ons have an exercise period or date(s) and an
expiration date, and therefore generally |ose value as tine
passes. |If an option expires out-of-the-noney (below the
exercise price for a call option and above the exercise price for
a put option), then the option will be said to expire worthl ess.
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Equity swap, floating leg
Equity swap, fixed leg ($2,902,500) >

Alfaside
Limited

10,469 UBS GP call option (50% of Benzinger GP)
shares: Payment for GP call option ($112,500)>
market

purchase

Benzinger
GP

Delayed settlement stock purchase >
($3,105,000 additional security s )
zZln r
UBS , VAT
Put options (collar) )
Call options (collar)

| V. Tax Returns

KPMG prepared petitioners’ tax returns, on which they
claimed over $45 million in capital |osses for 1998 fromthe OPI S
transaction. M. Blumreported these | osses on the Blum Trust’s
tax return for 1998, the only tax return the Blum Trust has ever
filed. The Blum Trust’s alleged | osses were reported in a chart

t hat included the follow ng:
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Dat e Gross Cost or
ltem Acqui r ed Dat e Sal es O her Gain / Loss
Sol d Price Basi s
UBS 10/ 2/98 | 12/ 28/ 98 $3, 257, 593 $39, 681, 91 | - $36, 424, 324
st ock 7
UBS 11/27/98 | 12/ 27/ 98 - 0- 8, 629, 508 - 8, 829, 509
opti ons
Buy. com 7/ 30/ 97 | 10/ 20/ 98 500, 000 - 0- 500, 000
Buy. com 7/ 30/ 97 | 10/ 29/ 98 20, 000, 000 - 0- 20, 000, 000
Buy. com 7/ 30/ 97 | 10/ 30/ 98 20, 000, 000 - 0- 20, 000, 000
Buy. com 7/ 30/ 97 8/ 17/ 98 5, 000, 000 - 0- 5, 000, 000
The | oss of over $36 million was reported on the Blum Trust’s

sale of the 10,469 shares of UBS stock purchased at step 1
nearly $9 million | oss was reported on the 163,860 cal

purchased at step 3, which expired worthl ess.

The capital

The
options

gai ns

fromthe sales of Buy.comshares were essentially elimnated by

the |l osses clained fromthe OPIS transacti on.
reported this net difference,
unrel at ed sal es,

Petitioners also clained a $1, 754,670 capital

Petitioners

as adjusted by a few other

on the incone tax return they filed for

equity swap on the incone tax return they filed for

V. Tax Opi nion

tax opinion letter
KPMG sent to M.

incone tax return for

The KPMG engagenent

Bluma letter,

1998, asking M.

i nformati on about the OPIS transacti on.

and issue its tax opinion after

dated after

regarding the OPI S transaction,

receiving the signed

1998.

loss fromthe

1999.

letter stated that KPMG woul d provide a

request ed.

petitioners filed an
Blumto represent certain

KPMG agreed to finalize
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representation letter. M. Blumsigned the representation letter
in May 1999. In that letter, M. Blumrepresented that he had
i ndependently revi ewed the econom cs underlying the investnent
strategy and believed it had a reasonabl e opportunity to earn a
reasonable pre-tax profit. He nmade this representation even
t hough he had not performed an econom ¢ anal ysis of the
transaction or consulted with his investnent advisers about the
transacti on.

At sonme point after m d-May 1999 KPMG executed a tax opinion
letter (tax opinion) dated as of Decenber 31, 1998. The 99-page
tax opinion stated that it relied on representations from M.
Blum Benzinger GP and QA. KPMG opined that it was nore |ikely
than not that (1) Benzinger LP and Benzinger GP would be treated
as corporations for U S. Federal incone tax purposes, (2) the
anount paid by UBS in redenption of Benzinger LP s UBS shares
woul d be treated as a dividend, (3) Benzinger LP s tax basis in
t he redeened UBS shares would be attributed and allocated to the
Bl um Trust’ s separately purchased UBS shares and potentially to
the Blum Trust’s UBS call options, (4) the Bl um Trust woul d not
be subject to U S. tax on the dividend received by Benzinger LP
for redeemng its UBS shares and (5) paynents made by the Bl um
Trust to Al faside under the swap contract would not be subject to
U S. withholding tax. The record does not indicate when or if

petitioners received the tax opinion.
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VI. Aftermath
KPMG s tax-focused transactions, including OPI'S, soon becane
a topic of governnental and popul ar interest.

A. Conmi ssioner’s Position on OPIS

The Comm ssioner disagreed wwth the positions taken in
KPM5 s “nore |ikely than not” tax opinion and chal |l enged the
validity of basis-shifting transactions such as OPIS in July
2001, nearly three years after M. Blumentered into the OPI' S
transaction. The Conm ssioner rejected the foundations of these
transactions and noted that reasons for disallowance could
include (1) the redenption does not result in a dividend, (2) the
basis shift is inproper and (3) there is no stock attribution or
basis shift because the transaction serves no purpose other than
tax avoi dance. Notice 2001-45, 2001-2 C B. 129.

The next year, the Comm ssioner issued a settlenent
initiative for basis-shifting tax shelters, such as OPIS.
Announcenment 2002-97, 2002-2 C.B. 757. The Conm ssi oner
permtted settling taxpayers to claim?20 percent of the clained
| osses and wai ved penalties in certain cases if the settling
t axpayers conceded 80 percent of the clained |losses. 1d. Later
that year, the Conm ssioner also issued a coordi nated i ssue paper
presenting in greater detail his rejection of OPIS transactions.
| ndustry Speci alization Program Coordi nated | ssue Paper, “Basis

Shifting” Tax Shelter, 2002 W. 32351285 (Dec. 3, 2002).
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B. KPMS s | ndictment

Around the sanme tine, KPM5 s | egal opinions becane the focus
of the United States Senate Permanent Subcomm ttee on
| nvestigations’ (conmttee) inquiry into the devel opnent and
mar keti ng of abusive tax shelters. The conmttee eventually
focused on four transactions designed and pronoted by KPM5 one
of which was OPIS.

Facing the possibility of grand jury indictnment, KPM5
entered into a deferred prosecution agreenent (DPA) with the
Government i n August 2005. KPMS agreed to the filing of a
one-count information charging KPMG with participating in a
conspiracy to defraud the United States, commt tax evasion and
make and subscribe false and fraudulent tax returns. It admtted
and accepted that it hel ped high-net-worth individuals evade tax
by devel opi ng, pronoting and i nplenenting unregi stered and
fraudul ent tax shelters. It further admtted that KPMG tax
partners engaged in unlawful and fraudul ent conduct, including
i ssuing opinions they knew relied on false facts and
representations. KPMG agreed to pay the Governnent $456 million,
tolimt its tax practice to conply with certain guidelines and
to cooperate with any investigation about which KPM5 had
know edge or information.

Later, during 2005, Federal prosecutors obtained nunerous

i ndi ctments agai nst current and fornmer KPMG enpl oyees and
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partners. The indicted individuals were charged with conspiracy
and tax evasion for designing, marketing and inplenenting tax
shel ters, including OPIS.

C. Blumyv. KPMG

Despite the DPA, KPM5 s | egal battles continued. M. Blum
was one of many clients who sued KPMG in the aftermath of its
indictment and the related IRS scrutiny. He filed a conpl ai nt
agai nst KPMG in Los Angel es Superior Court at the end of 2009 in
connection wth the OPI'S transacti on.

M. Blumrefers to OPIS and BLIPS in his |lawsuit as the “Tax
Strategies.” M. Blumalleges in his suit that KPMs breached its
fiduciary duty to himand i nduced himto pursue a course of
action that he would not have otherw se pursed. In particular,
M. Blumalleges that he was induced to invest mllions of
dollars in the Tax Strategies and to conduct his business to
realize taxable inconme that woul d be offset by the | osses the Tax
Strategies generated. He further clains that, in reliance on
KPM5 he did not adopt other strategies to defer or mnimze tax
liability or make different decisions regarding share sales. He
seeks damages of over $100 nmillion.

VI1. Deficiency

As previously nmentioned, respondent determ ned deficiencies
in, and penalties regarding, petitioners’ Federal incone taxes

for the years at issue. Petitioners tinely filed a petition with
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this Court for redeterm nation of the positions respondent set
forth in the deficiency notice. As previously nentioned, the
parties resolved certain issues in their stipulation of settled
i ssues and the Court dism ssed those portions of the deficiencies
and penalties pertaining to petitioners’ BLIPS transaction.
OPI NI ON

The subject transaction presents a case of first inpression
inthis Court. W are asked to decide whether petitioners are
entitled to deduct |losses fromtheir OPIS transaction. W nust
al so deci de whether petitioners are |liable for any accuracy-
rel ated penalties for underpaynents resulting fromthe OPIS
transaction. W begin with the parties’ argunents regarding this
conplicated OPI S transacti on.

Petitioners argue that their clained benefits fromthe OPIS
transaction were taken according to the letter of the tax | aws.

I n support of that position, petitioners argue that OPIS yi el ded
the clained | osses pursuant to the foll ow ng anal ysis:

(1) UuBS exercise of the call options and Benzi nger LP s
sale of the remaining shares to UBS was a redenption of stock
under section 317(b).

(2) To determ ne whether a redenption qualifies as a sale or
exchange or as a distribution, the stock attribution rules apply.
Secs. 302(c), 318(a). Petitioners argue that, under the stock

attribution rules, the Blum Trust was treated as owning the
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163, 980 shares that are the subject of its call options, in
addition to the 10,469 shares that it directly held. See sec.
318(a)(4). Also under these rules, the Blum Trust was treated as
owni ng 50 percent of Benzinger GP, and therefore Benzinger LP was
treated as owning the 10,469 shares directly held by the Bl um
Trust and the 163,980 shares constructively owned by the Bl um
Trust. See sec. 318(a)(3)(O, (4), (5 (A.

(3) Because of Benzinger LP's constructive ownership of the
Bl um Trust’s UBS shares (both direct and constructive), the UBS
redenpti on of Benzinger LP's shares did not conpletely term nate
Benzinger LP's interest in the corporation. See sec. 302(b)(3).
Moreover, petitioners argue that it was not a substantially
di sproportionate redenpti on because Benzi nger LP was deened to
own the sane nunber of shares before and after step 3 of the
transaction under the attribution rules. See sec. 302(b)(2).
Petitioners theorize that the UBS redenption is essentially

equivalent to a dividend. See United States v. Davis, 397 U S

301 (1970). Accordingly, petitioners conclude that the
redenpti on would not be treated as a sale or exchange but woul d
instead be treated as a distribution of property. See sec.
302(a), (d).

(4) UBS had sufficient earnings and profits in 1998, so the

di stribution pursuant to the UBS redenption would be treated as a
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di vi dend and woul d not reduce Benzinger LP' s tax basis in the
redeenmed UBS shares. See sec. 301(c)(1).

(5) Benzinger LP thus retained its tax basis in the UBS
shares but did not own any shares directly. Petitioners took the
position and argue that Benzinger LP's basis in the UBS shares
therefore could be allocated to the Blum Trust’s UBS shares and
opti ons because the attribution of shares fromthe Bl um Trust
caused the redenption to be treated as a dividend. See Levin v.

Comm ssioner, 385 F.2d 521 (2d Cr. 1967), affg. 47 T.C. 258

(1966); sec. 1.302-2(c) and Exanple (2), Incone Tax Regs.18
Petitioners further posit that the OPIS transaction has
econom ¢ substance because M. Blumentered into it for
i nvest ment purposes and had a reasonabl e possibility of profiting
fromthe transaction. They also urge the Court that they
reasonably relied on their long-tine tax adviser, so they should
not be liable for penalties in case of deficiencies.
Respondent argues petitioners are not entitled to deduct
| osses fromthe OPIS transacti on because they incorrectly
reported their Federal incone tax treatnment of certain steps.

Specifically, respondent alleges that petitioners’ tax treatnent

8petiti oners took the position that UBS redenption of
Benzi nger LP's shares was not taxable to the Bl um Trust because
(a) the equity swap did not, in substance, transfer to the Bl um
Trust an equity interest in Benzinger LP and (b) the GP cal
option did not inplicate the controlled foreign corporation,
forei gn personal hol ding conpany and passive foreign investnent
conpany provisions of the Code.
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of the OPIS transaction is incorrect because Benzinger LP never
owned the 163,980 UBS shares for Federal inconme tax purposes and
therefore did not have a $45 nmillion basis that could be shifted.
Respondent al so takes the position that Benzinger LP could not
shift its alleged basis to the Blum Trust because UBS redenption
of Benzinger LP s UBS stock was a distribution in a sale or
exchange of that stock, and not a dividend. Respondent further
argues that petitioners’ |osses are disallowed because the
transaction | acks econom c substance. °

We agree with respondent that the OPIS transaction | acked
econom ¢ substance. W admt KPMG pai nstakingly structured an
el aborate transaction with extensive citations to conpl ex Federal
tax provisions. The entire series of steps, however, was a
subterfuge to orchestrate a capital |loss. A taxpayer may not
deduct | osses resulting froma transaction that |acks economc
substance, even if that transaction conplies with the literal

terns of the Code. See Coltec Indus., Inc. v. United States, 454

F.3d 1340, 1352-1355 (Fed. Cir. 2006); Keeler v. Conm ssioner,

243 F.3d 1212, 1217 (10th Gr. 2001), affg. Leema Enters., lnc.

v. Comm ssioner, T.C Meno. 1999-18. Accordingly, we do not

address the parties’ argunents regarding the nerits of

®Respondent al so argues that petitioners’ |osses are
di sal | oned under sec. 165 because they were not incurred in a
transaction entered into for profit and that they are limted by
the at-risk rules in sec. 465. W need not reach these argunents
because of our other hol dings.
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petitioners’ treatnent of each step within the OPIS transacti on.
| nstead, we begin our analysis with the general principles of the
econonm ¢ substance doctrine. ?

|. Merits of OPIS Under the Econom c Substance Doctrine

A court may disregard a transaction for Federal incone tax
pur poses under the econom ¢ substance doctrine if it finds that
the taxpayer failed to enter into the transaction for a valid
busi ness purpose but rather sought to claimtax benefits not
contenpl ated by a reasonabl e application of the |anguage and

pur pose of the Code or its regul ations.? See, e.g., New Phoenix

Sunrise Corp. & Subs. v. Conm ssioner, 132 T.C. 161 (2009), affd.

408 Fed. Appx. 908 (6th Gr. 2010); Palm Canyon X Invs., LLC v.

Comm ssioner, T.C Meno. 2009-288. There is, however, a split

anong the Courts of Appeals as to the application of the economc

20The taxpayer generally bears the burden of proving the
Comm ssioner’s determ nations are erroneous. Rule 142(a). The
burden of proof may shift to the Comm ssioner if the taxpayer
satisfies certain conditions. Sec. 7491(a). OQur resolution is
based on a preponderance of the evidence, not on an allocation of
t he burden of proof. Therefore, we need not consider whether
sec. 7491(a) would apply. See Estate of Bongard v. Conm Ssioner,
124 T.C. 95, 111 (2005).

21Congress codi fied the econom ¢ substance doctrine nostly
as articulated by the Court of Appeals for the Third Crcuit in
ACM Pship. v. Conmm ssioner, 157 F.3d 231, 247-248 (3d Cr. 1998),
affg. in part and revg. in part on an issue not relevant here
T.C. Meno. 1997-115. See sec. 7701(0), as added to the Code by
the Health Care and Educati on Reconciliation Act of 2010, Pub. L
111-152, sec. 1409, 124 Stat. 1067; see also H Rept. 111-443(1),
at 291-299 (2010). The codified doctrine does not apply here
pursuant to its effective date.
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subst ance doctrine. An appeal in this case would lie to the
Court of Appeals for the Tenth Circuit absent stipulation to the
contrary and, accordingly, we followthe law of that circuit.

See olsen v. Conm ssioner, 54 T.C. 742 (1970), affd. 445 F. 2d

985 (10th Gr. 1971).

The Court of Appeals for the Tenth GCrcuit applies a so-
called unitary analysis in which it considers both the taxpayer’s
subj ective business notivation and the objective economc

substance of the transactions. See Sala v. United States, 613

F.3d 1249 (10th G r. 2010); Jackson v. Conm ssioner, 966 F.2d

598, 601 (10th Gir. 1992), affg. T.C. Menp. 1991-250. The
presence of sonme profit potential does not necessitate a finding
that the transaction has econom c substance. Keeler v.

Commi ssi oner, supra at 1219. Instead, that Court of Appeals

requires that tax advantages be linked to actual |osses. See

Sala v. United States, supra at 1253; Keeler v. Conmni ssioner,

supra at 1218-1219. It has further reasoned that “correlation of
| osses to tax needs coupled wth a general indifference to, or
absence of, economc profits may reflect a | ack of economc

substance.” Keeler v. Conm ssioner, supra at 1218. Applying

t hose standards, we hold that petitioners’ OPIS transaction |acks
econom ¢ substance and we now di scuss our underlying reasoning

and concl usi ons for our hol ding.
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A. Prearranged Steps Designed To Generate Loss

Petitioners’ OPIS transaction was a structured deal with
several conponents, sone straight-forward and sonme conplex. The
conponents of this deal were carefully pieced together to
generate, preserve and shift a substantial tax basis so as to
obviate petitioners’ $45 nmillion capital gain. W concl ude,
based on the record and the entirety of the transactions, that
petitioners’ OPIS transaction was designed to create a tax |oss
that would offset their capital gains from sales of Buy.com
shar es.

KPMG desi gned OPI'S prearranged steps to generate a
significant, artificial loss. KPMG sought clients with
substantial capital gains for the OPIS transaction. |Investors
were targeted based on their potential capital gains and not
their investnment profiles. Indeed, KPMG had a m ni num capit al
gains requirenent for clients participating in the transaction.

M. Blumcontends that he had no interest in a tax shelter
when he nmet with M. Hasting. The record conflicts, however,
with his contention. M. Law suggested that M. Bl um contact
KPMG s capital transaction group because he knew that M. Bl um
had potential capital gains fromstock sales. M. Blumretained
KPMG for the OPIS transaction just days before selling $40
mllion of Buy.comshares. M. Blumretained KPM5G as his tax

advi ser, not as his investnent adviser.
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KPMG i ntended OPI'S as a | oss-generating transaction. The
OPI S transaction was a prearranged set of steps that, fromthe
outset, was designed and intended to generate a | oss. Those
ci rcunstances are indicative of transactions |acking econom c

substance. See Sala v. United States, supra at 1253.

B. M. Blum D d Not Approach the Transaction as an | nvestor

M. Blumcontends that he did not view the prearranged OPI S
steps as a | oss-generating transaction, but that he intended to
make a potentially high-yielding investnent. Petitioners’
reliance on this subjective prong of the econom c substance
anal ysis is not supported by the facts. W do not accept M.
Blum s claimthat he subjectively believed the OPIS transaction
woul d be profitable because his actions during or after the
transaction conflict with his contention.

M. Blums contention concerning his intent on entering into
the transaction conflicts, for exanple, wth the KPM5 engagenent
letter for tax consultation services that provides for a tax
opi ni on about | osses fromthe transaction. M. Blunms asserted
focus on investnment does not conmport with his retention of QA as
an i nvestnent adviser when he knew little about and never spoke
to anyone at QA. He hired an investnent adviser that he did not
know and he did so through a tax adviser, which suggests that

tax, not investnent, was the primary consideration.
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M. Blumtestified that $5 mllion was a relatively sizable
anount of noney to him The record indicates that M. Blum
essentially entrusted this sizable anbunt of noney to an unknown
i nvest ment advi ser based on two hour-|long presentations fromhis
tax adviser. M. Blumdid not performan econom c anal ysis of
the OPIS transaction, nor did he ask his existing investnent
advisers to reviewit. He had no general know edge of the
partici pants (except for KPMs and UBS) and no under st andi ng of
the transaction. Furthernore, M. Blumdid not track his
i nvestment, except to the extent that he received a call from
KPM5 a nonth into the deal.

M. Blums actions belie his testinmony. H's |ack of due
diligence in researching the OPIS transaction indicates that he
knew he was purchasing a tax loss rather than entering into a

legitimate investnment. See Pasternak v. Conmm ssioner, 990 F.2d

893, 901 (6th Cr. 1993), affg. Donahue v. Conmm ssioner, T.C

Meno. 1991-181; Country Pine Fin., LLC v. Comm ssioner, T.C.

Meno. 2009- 251.

M. Blums statenments in his subsequent suit agai nst KPMG
confirmhis |ack of subjective profit notive. In his suit, M.
Blum al | eges that he was induced to invest mllions of dollars in
a tax strategy and to conduct his business so as to realize
taxabl e i nconme that would be offset by | osses generated by OPIS.

He further clains that, in reliance on KPM5 he did not adopt
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other strategies to defer or mnimze his tax liability or make
di fferent decisions regarding share sales. M. Blunis actions
during and after the OPIS transaction do not indicate a profit
noti ve.

C. Loss Had No Economic Reality

Petitioners’ significant capital |osses fromthe OPI S
transaction were not only intentional, but they were al so
artificial. Indeed, the clained | osses created by the OPI S
transaction were prearranged and intended to be artificial. M.
Bl uminvested approximately $6 mllion into the OPI'S transaction
and | ost approximately $1.5 million, yet the transaction
generated over $45 million in capital |osses. Petitioners’

di sproportionate | osses violated the principle that tax
advant ages nust be |inked to actual |osses. See Keeler v.

Conmi ssi oner, 243 F.3d at 1218.

Benzi nger LP was able to create an artificial basis in UBS
shares, which it otherw se woul d not have, through Benzinger LP s
del ayed settl enent stock purchase of UBS shares and the collar on
t hose shares. Benzinger LP treated the UBS share redenption as a
di vidend through its application of the attribution rules and the
rul es governing redenptions. This treatnent had no tax
consequences to Benzinger LP, but allowed it to retain its
al l eged basis in the shares for Federal income tax purposes.

Retaining this $45 nmillion basis was crucial. As Benzinger LP no
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| onger held any interests in UBS shares, its basis allegedly
transferred to petitioners’ UBS shares and options. Petitioners
therefore claimed a substantial capital |oss upon selling their
UBS shares and expiration of their options.

Petitioners’ clainmed capital |osses far exceeded their
investnments in the shares and options. Petitioners’ clainmed |oss
on their sale of directly-held UBS shares acquired in step 1 of
the transaction is particularly significant to the planned tax
strategy. In reality, the UBS shares appreci ated substantially
during this period. Petitioners’ earned approximtely $1 nmillion
(before fees) on their direct investnent in UBS shares, yet they
claimed a capital |oss of over $36 mllion on the sale.

In other words, petitioners clainmed a substantial capital
| oss because they received a tax-exenpt foreign entity’'s
carefully constructed and carefully retained basis in shares that
it never actually received. Petitioners incurred no such
econom c | oss of the stated magni tude. |ndeed, petitioners do
not contest that their loss is fictional. The absence of
economc reality is the hallmark of a transaction |acking

econoni ¢ substance. Sala v. United States, 613 F.3d at 1254; see

also Coltec Indus., Inc. v. United States, 454 F.3d at 1352;

Keel er v. Commi ssioner, supra at 1218-1219; K2 Tradi ng Ventures,

LLCv. United States, Fed. d. __ , 2011 W 5998957 (Nov. 30,

2011).
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D. Loss Dwarfs Profit Potenti al

Petitioners’ artificial $45 mllion | oss has no meani ngful
rel evance to the mnuscule potential for profit fromOPIS.
Petitioners’ expert, Dr. Janes Hodder (Dr. Hodder), concl uded
that petitioners had a 76. 3-percent chance of |o0sing noney.
Despite the high risk, Dr. Hodder concluded that OPI S had
potential for high yields that could nmake the deal an appropriate
investnment for the right investor. Dr. Hodder cal cul ated that
OPI'S had a 19. 1-percent chance of realizing a $600,000 profit.

He further concluded that petitioners had a 7.6-percent chance of
realizing a $3 mllion profit. These anmobunts are de mnims when
conpared to petitioners’ capital |osses of over $45 mllion from
OPIS. The expected tax benefit dwarfs any potential gain such
that the economc realities of OPIS are neaningless in relation

to the tax benefits. See Sala v. United States, supra at 1254;

Rogers v. United States, 281 F.3d 1108, 1116 (10th G r. 2002).

The nmere presence of a profit potential does not automatically
i nput e substance where a common-sense exam nation of the
transaction and the record in toto reflects a | ack of econom c

substance. Sala v. United States, supra at 1254; Keeler v.

Conmi ssi oner, supra at 1219.

E. The Nunmbers Do Not Add Up

Despite the presence of sone profit potential in OPIS we

find that profit was not a primary purpose of the transaction.
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The expert testinony presented in this case, while not central to
our determ nation, |oosely supports the notion that OPI S was
intended to generate a | oss.

Petitioners and respondent both provided the Court with
expert reports that sought to quantify the profitability of
petitioners’ OPIS transaction. Petitioners expert, Dr. Hodder,
performed sinmulations to calculate the expected probability that
the Blum Trust would realize a profit when it entered into the
OPI S transactions. Dr. Hodder concluded that the deal had a
23. 7-percent chance of breaking even before taxes, a 19.1-percent
chance of realizing a 10-percent return ($600,000 profit) and a
7. 6-percent chance of realizing a 50-percent return ($3 nmillion
profit). The greatest chance for profit was in the Blum Trust’s
direct investnent in UBS shares, which was nore than tw ce as
likely as the GP call option and the equity swap to yield a
profit. Dr. Hodder concluded that the OIM call options were the
least likely to yield a profit, with a nmere 11. 3-percent chance
of breaking even.

Dr. Hodder focused on the high volatility in UBS stock
prices at the tine. Based on his volatility estimtes, Dr.
Hodder ultimately concluded that OPI'S presented a high-risk
opportunity that had potential for high rewards. He stated that

“I'i]t is kind of a long shot ganble, but it is a |ong shot ganble
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with a huge upside, and | don’'t think that is unreasonable, but
it is not sonething that | would have done.”
Dr. Hodder’s cal cul ations are hel pful, but his concl usion
that there is some profit potential does not require us to find
that the transaction has econom c substance. See Keeler v.

Conmi ssioner, 243 F.3d at 1219; see also K2 Trading Ventures, LLC

v. United States, Fed. d. at __ , 2011 W 5998957 at *19

(“potential for profit does not in and of itself establish
econom ¢ substance--especially where the profit potential is
dwarfed by tax benefits”). Hi s calculations assune a transaction
that was not pre-ordained to create a | oss intended specifically
to offset a particular gain.

Respondent’ s expert wtness, Dr. A Lawence Kol be (Dr.
Kol be), did not address the question of whether petitioners’ OPIS
transaction had profit potential. Instead, Dr. Kol be | ooked at
the net present value and the expected rate of return relative to
the cost of capital. He concluded that the OPIS transaction, as
a whole, was extrenely unprofitable. Dr. Kol be determ ned that
petitioners’ entry into OPIS resulted in an i medi ate | oss of 36
percent of the invested anpbunt because the securities were priced
far above their val ue.

A bad deal or a mspriced asset need not tarnish a
legitimate deal’s econom c substance. A finding of grossly

m spriced assets or negative cashfl ow can, however, contribute to



- 38-

the overall picture of an economc sham See, e.g., Country Pine

Fin., LLC v. Conmi ssioner, T.C. Mnop. 2009-251.

W note that both experts agreed that the equity swap and
the OTM call options were highly overpriced, and neither was able
to replicate the final paynent fromthe GP call option based on
the record. W also note that the price of UBS stock rose over
48 percent during the course of petitioners’ OPIS transaction,
yet petitioners |ost hundreds of thousands of dollars fromthe
transaction (w thout even considering fees) and then clai ned
mllions and mllions in |osses. The nunbers do not add up.

In sum the OPIS transaction |acked econom ¢ substance. It
was intended to create a significant capital |oss and worked
exactly as intended. Accordingly, the OPIS transaction is
di sregarded for tax purposes and petitioners’ clainmed | osses are

di sal | owed. 22

22Respondent al |l eges that petitioners failed to report
$35, 311 of incone in 1999 in connection with the settlenent of
the GP call option. Petitioners claimthey were entitled to
al l ocate $35,311 of fees paid to KPMG and QA to the basis of the
GP call option and to recover those anpbunts when the Bl um Trust
settled the GP call option. Because we find that the OPIS
transaction | acked econom ¢ substance and rel ated | osses are
di sal l oned W thout regard to the value or basis of the assets,
this issue is now noot. See Leenm Enters., Inc. v. Conm ssioner,
T.C. Meno. 1999-18, affd. sub nom Keeler v. Conm ssioner, 243
F.3d 1212 (10th G r. 2001).
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1. Accuracy-Rel ated Penalties

We now turn to respondent’s determ nation that petitioners
are liable for accuracy-related penalties. A taxpayer may be
liable for a 20-percent accuracy-related penalty on the portion
of an under paynent of incone tax attributable to, anong other
t hi ngs, negligence or disregard of rules or regulations. Sec.
6662(a) and (b)(1). The penalty increases to a 40-percent rate
to the extent that the underpaynent is attributable to a gross
valuation msstatenent. Sec. 6662(h)(1). An accuracy-related
penal ty under section 6662 does not apply to any portion of an
under paynent of tax for which a taxpayer had reasonabl e cause and
acted in good faith. Sec. 6664(c)(1).

Respondent determ ned that the 40-percent accuracy-rel ated
penalty applies to petitioners’ underpaynent resulting fromthe
di sal | oned | osses reported for 1998. Respondent determ ned that
a 20-percent accuracy-related penalty applies on account of a
di sall owed | oss and omtted incone for 1999. Petitioners deny
that they were negligent with respect to 1999 and assert that
they neet the reasonabl e cause exception to the accuracy-rel ated
penal ties.

A. G oss Valuation M sstatenent

Respondent determ ned an accuracy-rel ated penalty of 40
percent for a gross valuation m sstatenent with respect to | osses

reported fromthe OPIS transaction for 1998. A taxpayer may be



- 40-

liable for a 40—percent penalty on that portion of an
under paynent of tax that is attributable to one or nore gross
valuation m sstatenents. Sec. 6662(h). A gross val uation
m sstatenment exists if the value or adjusted basis of any
property claimed on a tax return is 400 percent or nore of the
anount determ ned to be the correct anmount of such val ue or
adj usted basis. Sec. 6662(h)(2)(A)(i). The value or adjusted
basis of any property claimed on a tax return that is determ ned
to have a correct value or adjusted basis of zero is considered
to be 400 percent or nore of the correct anount. Sec.
1.6662-5(g), Incone Tax Regs.

Qur holding that the OPIS transaction | acks econom c
substance results in the total disallowance of the | osses at
i ssue without regard to the value or basis of the property used

in the OPIS transacti on. See Leema Enters., Inc. v.

Commi ssioner, T.C Menp. 1999-18. W have held that the gross

val uation penalty applies when an under paynent stens from
deductions or credits that are disall owed because of | ack of

econom ¢ substance. See Petaluma FX Partners, LLC v.

Comm ssioner, 131 T.C 84, 104-105 (2008), affd. in pertinent

part, revd. in part and remanded 591 F.3d 649 (D.C. G r. 2010).
In the absence of a decision of the Court of Appeals for the
Tenth Circuit squarely on point, we follow our precedent.

Consequently, a gross valuation m sstatenent accuracy-related
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penalty applies to petitioners’ underpaynent for 1998 absent a
show ng of reasonabl e cause or sone ot her defense.

B. Neqgli gence

Respondent al so determ ned that petitioners are |iable for
the 20-percent accuracy-rel ated penalty because the 1999
under paynent resulting froma disallowed | oss and omtted incone
was due to negligence. Sec. 6662(a) and (b)(1). Negligence is
defined as a “lack of due care or the failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances.” Viralamyv. Conmmi ssioner, 136 T.C. 151, 173

(2011). Negligence is strongly indicated where “[a] taxpayer
fails to make a reasonable attenpt to ascertain the correctness
of a deduction, credit or exclusion on a return which would seem
to a reasonabl e and prudent person to be ‘too good to be true’
under the circunstances.” Sec. 1.6662-3(b)(1)(ii), Inconme Tax
Regs. The deficiency determ ned by respondent with respect to
petitioners’ tax return for 1999 is linked to OPIS, a “too good
to be true” transaction

An underpaynent is not attributable to negligence, however
to the extent that the taxpayer shows that the underpaynent is
due to the taxpayer’s reasonabl e cause and good faith. See secs.
1. 6662-3(a), 1.6664-4(a), Incone Tax Regs. The burden is upon
t he taxpayer to prove reasonabl e cause. See Higbee v.

Comm ssioner, 116 T.C 438, 447-449 (2001). W determ ne whet her
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a taxpayer acted with reasonable cause and in good faith by
considering the pertinent facts and circunstances, including the
taxpayer’s efforts to assess his or her proper tax liability, the
t axpayer’s know edge and experience and the reliance on the
advice of a professional. Sec. 1.6664-4(b)(1), Incone Tax Regs.
CGenerally, the nost inportant factor is the extent of the
taxpayer’s effort to assess the proper tax liability. 1d.

C. Reasonabl e Cause and Good Faith

Petitioners seek to defend agai nst both accuracy-rel ated
penalties by asserting that they relied on KPM5 to prepare the
tax returns and to assure themthat the deductions fromthe OPI S
transaction were clained legally. The good-faith reliance on the
advi ce of an independent, conpetent professional as to the tax
treatnent of an item may negate an accuracy-rel ated penalty. See
sec. 1.6664-4(b), Incone Tax Regs. A taxpayer may rely on the

advice of any tax adviser, |awer or accountant. United States

v. Boyle, 469 U S. 241, 251 (1985); Canal Corp. & Subs. v.

Comm ssioner, 135 T.C 199, 218 (2010).

We |l ook to the facts and circunstances of the case and the
| aw that applies to those facts and circunstances to determ ne
whet her a taxpayer reasonably relied on advice. See sec.
1.6664-4(c)(1)(i), Income Tax Regs. W have used a three-prong
test to guide that review. Nanely, the taxpayer must prove by a

preponderance of the evidence that (1) the adviser was a
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conpet ent professional who had sufficient expertise to justify
reliance, (2) the taxpayer provided necessary and accurate
information to the adviser and (3) the taxpayer actually relied

in good faith on the adviser’s judgnment. 106 Ltd. v.

Commi ssioner, 136 T.C. 67, 77 (2011); Neonatol ogy Associ ates,

P.A. v. Comm ssioner, 115 T.C. 43, 99 (2000), affd. 299 F.3d 221

(3d Gr. 2002). W review petitioners’ situation in |ight of
t hese factors.

First, KPMG was a well-known international “Big Four”
accounting firm It had not yet faced the | egal and public
scrutiny that ultimately resulted fromits structured tax
activities. M. Law, who had prepared petitioners’ tax returns
and hel ped themthrough the audits of four tax years, referred
M. Blumto M. Hasting. Accordingly, KPMG and its principals
had sufficient relevant expertise and properly appeared conpetent
to petitioners.

Petitioners failed, however, to satisfy the second factor.
Initially, we observe that petitioners provided KPMG and its
principals with all the relevant financial data needed to assess
the correct level of incone tax. See sec. 1.6664-4(c)(1)(i),
| ncome Tax Regs. Accordingly, KPMs had the necessary and
accurate information. Nevertheless, petitioners failed to
satisfy the second factor because KPM5Z s opinion relied upon

fal se representations from M. Bl um
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The nost crucial of these representations was that M. Blum
i ndependently revi ewed the econom cs underlying the investnent
strategy and believed it had a reasonabl e opportunity to earn a
reasonabl e pretax profit. M. Blumknew this representation was
fal se, or would have known it if he had read it. The record, as
a whole, reflects that the OPIS transaction was structured to
fabricate a loss. This |loss creation was KPMSG s reason for
seeking out M. Blumand M. Blunis reason for engaging in the
transaction. M. Blunis representations to KPMs are contrary to
this fact and are part of the guise that was used to fabricate
the intended | oss. Petitioners thus failed to satisfy the second
factor because M. Blum made fal se representations to KPMG

KPMG s pronmotion and facilitation of OPI'S concerns the |ast
factor and the heart of the issue. Petitioners certainly relied
on KPM5 and KPMG s failures toward its client during and after
the years at issue are well-docunented. Neverthel ess, we do not
find that petitioners actually relied on KPMG in good faith for
pur poses of the reasonable cause and good faith defense to
accuracy-rel ated penalties.

Petitioners point to KPMG s 99-page tax opinion on the OPIS
transaction, but petitioners did not actually rely on this
opi nion. The record does not show when the opinion was
finalized, but we know that it was finalized after petitioners

filed the tax return for 1998. As previously nentioned, KPMG s
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opinion also relied upon false representations from M. Blum
The opinion on which petitioners allegedly relied was thus
bel ated and based on a fal se representation.

Petitioners also argue that they received oral advice from
KPMG regarding OPIS. KPMG did not, however, describe the tax
opinion to M. Blumwhen he was entering into the transaction. 23
M. Blumalso did not recount any oral advice that woul d have
supported his argunent of reasonable reliance. Petitioners have
failed to satisfy their burden of showi ng that they reasonably
relied on oral advice.

Finally, we hold that petitioners could not have reasonably
relied on KPMG because of its role as a pronoter. Reliance is
unreasonable if the adviser is a pronoter of the transaction or
suffers froman inherent conflict of interest of which the

t axpayer knew or shoul d have known. Neonatol ogy Associates, P.A

v. Conm ssioner, supra at 98. W have held that, when the

transaction involved is the sane tax shelter offered to numerous
parties, we adopt the followi ng definition of pronoter: “‘an

advi ser who participated in structuring the transaction or is

2The engagenent letter also did not provide a description
of the opinion letter that would be provided upon request. The
engagenent letter stated that the opinion letter would rely on
“appropriate” facts and representations and woul d provi de that
the tax treatnent described in the opinion would “nore |ikely
than not” be upheld. It provided no details regarding the tax
treatnent to be described in the opinion or the facts and
representations that would be required before the opinion could
be i ssued.
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otherwise related to, has an interest in, or profits fromthe

transaction.’” 106 Ltd. v. Conm ssioner, supra at 79-80 (quoting

Tigers Eye Trading, LLC v. Conmm ssioner, T.C Meno. 2009-121).

KPMS sought clients with significant capital gains and structured
the OPIS deal for petitioners and nunmerous other clients. KPMG
was a pronoter of OPIS and its obvious conflict nakes
petitioners’ reliance unreasonable.

Petitioners clainmed an artificial |oss of over $45 mllion.
This is exactly the type of “too good to be true” transaction
t hat shoul d cause a savvy, experienced businessman to seek

i ndependent advice. See Neonatol ogy Associates, P.A V.

Comm ssioner, 299 F. 3d at 234 (“When, as here, a taxpayer is

presented with what woul d appear to be a fabul ous opportunity to
avoid tax obligations, he should recognize that he proceeds at

his own peril.”); New Phoenix Sunrise Corp. & Subs. v.

Comm ssioner, 132 T.C. at 195. Petitioners’ decision to rely
exclusively on KPMG in structuring, facilitating and reporting
their OPIS transaction was therefore not reasonable. Petitioners
did not take their position in good faith and thus | acked
reasonabl e cause for that position. Accordingly, we sustain
respondent’s determ nation that petitioners are liable for

accuracy-rel ated penalties for 1998 and 1999.
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We have considered all remaining argunents the parties made
and, to the extent not addressed, we find themto be irrel evant,
nmoot, or neritless.

To reflect the foregoing and due to the parties’

concessi ons,

Deci sion will be entered

under Rul e 155.




